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Summary 

The federal government has an established institutional framework for disaster preparedness, 
reduction, prevention, and response — mainly disaster assistance. However, concerns have been 
expressed about the nation’s increasing exposure and vulnerability to natural hazards. The rising 
cost of financing recovery and reconstruction following natural disasters, reports of the nation’s 
increasing vulnerability to coastal hazards, questions concerning the capacity of state and local 
governments and private insurers to deal with the rising costs, and disagreements concerning the 
appropriate role of the federal government in dealing with these costs have all become major 
topics of congressional debate. 

The financial consequences of catastrophic natural disasters, such as Hurricanes Katrina (2005) 
and Sandy (2012), are largely a result of increasing population growth and the rising 
concentration of property assets in vulnerable disaster-prone areas. According to the National 
Oceanic and Atmospheric Administration (NOAA), Hurricane Katrina caused more than $80 
billion in economic losses (both insured and uninsured) to private property and infrastructure and, 
more recently, Hurricane Sandy caused more than $65 billion in economic losses. New York and 
New Jersey — two of the nation’s most populous states — were especially affected by Hurricane 
Sandy-induced storm surge and coastal flooding. Sandy also triggered a sustained and heightened 
policy interest in the potential effects of climate change and population growth on the National 
Flood Insurance Program (NF1P), the feasibility of innovative public-private sector catastrophe 
risk management and financing initiatives, and consideration of cost-effective and practical 
adaptation strategies to make society more financially resilient. 

In the wake of Hurricane Sandy, a key policy question for Congress is whether the federal 
government should intervene in U.S. risk transfer markets to ensure the continued availability and 
affordability of homeowners’ insurance for all residents. Advocates of federal intervention in 
property catastrophe insurance markets argue that an inevitable mega-catastrophe event will 
exceed the financial capacity of private insurers and reinsurers, as well as state insurance 
programs. Thus, they argue, the federal government should consider establishing a national 
catastrophe risk-financing program to transfer diversified pools of risk to the capital markets to 
help states achieve better terms with regard to the cost of insurance protection. 

In essence, advocates argue that state residual property insurance pools would benefit from global 
diversification by transferring government’s catastrophe risk to capital market partners through 
catastrophe swap or directly to capital market investors through (catastrophe) bond issuance, or 
the purchase options on their exposure to extreme weather events (weather hedge). These options 
would presumably reduce pressure on public budgets and help improve insurers’ access to capital 
to ensure adequate capacity and solvency of the insurance industry to meet consumer needs. 

Opponents of federal intervention argue that the insurance and reinsurance industry — with access 
to existing innovation for risk-financing transactions — has withstood unprecedented recent 
extreme natural disaster events with minimal disruption. 

As will be discussed, several catastrophic risk-financing legislative options are before the 1 13 th 
Congress. For example, H.R. 737, the Homeowners’ Defense Act of 2013, would establish a 
National Catastrophe Risk Consortium to facilitate multistate pooling of catastrophe exposures 
(covering a variety of event probabilities and types) and transferring such risk through 
catastrophe-linked securities and insurance derivatives directly to investors in the capital markets. 
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H.R. 240, the Homeowners Insurance Protection Act of 2013, would create the National 
Commission on Catastrophe Preparation and Protection to provide for reinsurance of state 
disaster insurance programs. Under this proposal, the Treasury would auction excess-of-loss 
reinsurance contracts to public and private catastrophe risk-bearers, insurers, and state funds to 
improve the availability and affordability of coverage for homes. H.R. 549, the Homeowner 
Catastrophe Protection Act of 2013, would amend the Internal Revenue Code to allow insurers to 
establish pre-tax reserves by creating disaster protection funds for claims arising from future 
catastrophic events. Income allocated to the catastrophe reserves would be taxable as income only 
when withdrawn for the payment of losses. 
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Introduction: Defining the Problem and Current 
Challenges 

The four major types of natural environmental hazards 1 that can result in property damages or lost 
lives are ( 1 ) geophysical events, such as earthquakes, tsunamis, and volcanic eruptions; (2) 
meteorological events, such as hurricanes and tropical storms, typically generated in the 
Caribbean Sea and Atlantic Ocean; (3) hydrological events, such as floods; and (4) climatological 
events, such as extreme temperature, drought, and wildfires. 2 Economic losses (both insured and 
uninsured) from natural environmental hazards, especially from meteorological and 
climatological events, have increased in recent decades and have occurred with large spatial and 
interannual variability. For example, 8 of the 10 most costly catastrophes 3 in the United States 
have occurred since 2000, including Hurricane Katrina (2005), which caused more than $80 
billion in economic losses (both insured and uninsured) to private property and infrastructure and, 
more recently, Hurricane Sandy (2012), which caused more than $65 billion in economic losses. 4 

Most observers agree that it is highly likely that the United States will continue to experience 
increasing losses from natural catastrophes and that those losses will place increasing fiscal 
pressure on federal, state, and local governments as well as private risk transfer markets, which 
are currently responsible for a sizeable share of the total cost of financing recovery and 
reconstruction. 

The rising cost of financing recovery and reconstruction following natural disasters, reports of the 
nation’s increasing vulnerability (and resilience) to coastal hazards, questions concerning the 
capacity of state and local government officials and private insurers to deal with the rising costs, 
and disagreements concerning the appropriate role for the federal government in dealing with 
these costs have all become major topics of congressional debate. 

The financial consequences of severe natural disasters, such as Hurricanes Katrina (2005) and 
Sandy (2012), are largely a result of increasing population growth and the rising concentration of 
property assets in vulnerable disaster-prone areas, such as coastal regions exposed to windstorms, 
river basins exposed to floods, and urban areas exposed to earthquakes. Climate change may also 
play a role. Moreover, the hazards posed by extreme weather-induced coastal hazards — namely 



1 Scientists define a natural environment hazard as a threat of a naturally occurring event that will have an adverse 
effect on people or the environment. 

2 This report does not address human-induced catastrophes. The Terrorism Risk Insurance Program provides a financial 
backstop for private insurers exposed to terrorism risks. For more information, see CRS Report R42716, Terrorism 
Risk Insurance: Issue Analysis and Overview of Current Program, by Baird Webel. In addition, the National Flood 
Insurance Program provides property insurance for flood risks facing property owners and small businesses in the 
United States. 

3 The U.S. insurance industry defines a catastrophe as an event that causes $25 million or more in insured property 
losses and affects a significant number of property/casualty policyholders and insurers. 

4 For information on estimates of total economic losses from Hurricane Katrina, see National Ocean Atmospheric 
Administration, National Weather Service, “Service Assessment, Hurricane Katrina, August 23-31, 2005,” p. 1, located 
at http://www.nws.noaa.gov/om/assessments/pdfs/Katrina.pdf. For information on estimates of total economic losses 
from Hurricane Sandy, see National Ocean Atmospheric Administration, National Climate Data Center, “U.S. Billion- 
dollar Weather and Climate Disasters: Data Sources, Trends, Accuracy and Biases,” located at 
http://wwwl.ncdc.noaa.gov/pub/data/papers/smith-and-katz-2013.pdf. 
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sea level rise, storm surge, coastal flooding, and erosion — could prove challenging, not only for 
individuals and businesses, but also for affected state and local governments, especially given 
concerns about private insurers’ ability and willingness to manage and finance low-probability, 
high-consequence events. For example, New York and New Jersey — two of the nation’s most 
populous states — were especially affected by Hurricane Sandy-induced storm surge and coastal 
flooding. Sandy triggered a sustained and heightened policy interest in the potential effects of 
climate change and population growth in coastal areas for the National Flood Insurance Program 
(NF1P), the feasibility of innovative public-private sector initiatives for managing and financing 
catastrophic risks, and consideration of cost-effective and practical adaptation strategies to make 
society more resilient to damages from natural enviromnental hazards. 5 

This report opens with an examination of the current role of private insurers in managing disaster 
risk and their capacity and willingness to deal with the rising cost of financing recovery and 
reconstruction following natural disasters. This discussion focuses on the traditional mechanisms 
insurers use to hedge risk (e.g., reinsurance and retrocession) by arranging for the right to receive 
some level of reimbursement or indemnification when losses actually occur. 

The report then examines the current role of federal, state, and local governments in managing 
disaster risk and dealing with the rising cost of financing recovery and reconstruction following 
natural disasters. This discussion focuses on the federal disaster recovery framework, which 
includes policies concerning disaster relief, insurance, and mitigation. 

The report also examines various alternative risk (ART) financing options in light of the current 
level of uncertainty concerning the probability of catastrophic losses and the increased exposure 
and vulnerability of coastal areas to natural disaster damages. Some of these risk-financing 
options include state-sponsored loss-sharing financing mechanisms and private ART methods, 
such as insurance-linked securities (e.g., catastrophic bonds and contingent capital securities). 

The report concludes with an examination of the rationale for and against government 
intervention in risk transfer markets and other legislative options currently under congressional 
consideration. For example, H.R. 737, the Homeowners’ Defense Act of 2013, would establish a 
National Catastrophe Risk Consortium to facilitate both multistate pooling of catastrophic risks 
(covering a variety of event probabilities and types) and natural disaster-linked securitization, 
thereby strengthening the financial capacity of these programs. H.R. 240, the Homeowners 
Insurance Protection Act of 2013, would create the National Commission on Catastrophe 
Preparation and Protection with the authority to establish a federal reinsurance program to make 
reinsurance coverage available to eligible state natural catastrophe insurance programs to improve 
the availability and affordability of coverage for homes and the solvency and capacity of 
homeowners’ insurance markets. H.R. 549, the Homeowner Catastrophe Protection Act of 2013, 
would allow insurers to make tax-deductible contributions to a tax-exempt policyholder disaster 



5 In response to Hurricane Sandy, Congress passed the Sandy Recovery Improvement Act of 2013, which was included 
as Division B of P.L. 113-2, the Disaster Relief Appropriations Act, 2013. It provided $50.7 billion in disaster 
assistance. Congress also passed legislation (P.L. 113-1) to temporarily increase the National Flood Insurance 
Program’s borrowing authority by $9.7 billion (from $20,725 billion to $30,425 billion). For more information on P.L. 
113-2, the Sandy Recovery Improvement Act of 2013, see CRS Report R42991 , Analysis of the Sandy Recovery 
Improvement Act of 2013, by Jared T. Brown, Francis X. McCarthy, and Edward C. Liu. For more information on 
Hurricane Sandy funding for disaster assistance see CRS Report R42869, FY2013 Supplemental Funding for Disaster 
Relief, coordinated by William L. Painter and Jared T. Brown. 
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protection fund established for the payment of policyholders’ claims arising from certain 
catastrophic events. 

Advocates of federal intervention in catastrophe insurance markets argue that an inevitable mega- 
catastrophe event will exceed the financial capacity of private insurers and reinsurers, as well as 
state insurance programs. Thus, they argue, the federal government should consider proposals for 
improving insurers’ access to capital in the reinsurance, banking, and securities markets to ensure 
adequate capacity and solvency of the industry to meet consumer needs. Opponents of federal 
intervention, on the other hand, argue that the insurance industry has withstood unprecedented 
recent natural disaster events with minimal disruption and insurers have the financial engineering 
tools and instruments to transfer insurance risk to investors in capital markets. 



The Role of Private Insurers 

There is general agreement that disaster risk and uncertainties must be cost-effectively managed 
and financed to ensure economic growth and maximize social welfare. People and organizations 
typically purchase an ordinary insurance policy, the most common risk management technique, to 
reduce uncertainty and worry from their inability to predict individual future outcomes. The 
insured pays a fee in exchange for the insurer’s promise to pay a certain sum of money provided a 
stipulated event occurs. The insurer is able to offer protection against financial loss by pooling the 
risks from a large group of independent and identically distributed risks. In many cases, however, 
the risks to different individuals are not independent. For example, in a major hurricane, 
earthquake, or flood, many people may suffer at the same time. Economists refer to this situation 
as correlated losses. Insurers spread such risks not only across individuals (geographically or 
spatially) but also across time (intertemporal) through reinsurance contracts placed with 
separately capitalized reinsurers or loss reserves (surplus) built up in good years to offset 
unusually high losses in catastrophic loss years. 

An understanding of the role of private insurers in the economy must begin, therefore, with the 
concepts of risk (or the variation in possible outcomes of a situation) and uncertainty, which is 
one of the decisive determinants of individual behavior. Economists observe that the goal of 
individuals is to maximize expected utility, and this has meant mitigating uncertainty with the 
purchase of an insurance policy. 

Under a typical insurance transaction, individuals transfer risk to an independent pool and, via the 
law of large numbers , 6 insurers convert risky contracts into almost sure things. This pooling 
process permits the systematic accumulation of funds that provide for payment of losses in 
accordance with the terms of the ordinary insurance contract. Individuals in the group pay a 
specific premium rate instead of risking the uncertainty of a (potentially large) loss. The premium 
rate is equal to the actuarial value of the loss plus an amount to compensate the insurer for 
assuming the risk. 



6 The law of large numbers is an important statistical theorem that, in essence, says the larger the number of exposure 
unites, the more closely will the actual results obtained approach the probable results expected from an infinite number 
of exposures. The theorem is important to the prediction of losses by insurance company actuaries and risk managers. 
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